Many long-only investment managers are looking for ways to offer 130/30 strategies and other "enhanced long strategies" or "constrained long-short portfolios." A conservative portfolio manager with little or no experience in short selling can use the sector evaluations from her firm's investment process to add alpha with short positions in exchange-traded funds (ETFs). Individual stock selection has the greatest potential to add value on the short side as well as on the long, but the difference in performance among various domestic sectors is a relatively close second to individual stocks. When the dispersion in sector performance is combined with some advantages of using exchange-traded funds to implement short sector positions, the use of sector ETFs to establish the short side of a 130/30 position can be a compelling choice for investment managers unprepared for fully-integrated long-short stock portfolios. Some sector ETFs are easy to trade, easy to borrow and easy to integrate as the short side of a long-short portfolio.
Many long-only investment managers have watched the financial industry's growing enthusiasm for what are formally called "enhanced long strategies" or "constrained long-short portfolios" with a mixture of interest and concern. The most common label for these portfolios, "130/30," anticipates that the portfolio manager's investment process will select long positions equal to 130% of the nominal capital invested and offsetting short positions equal to 30% of that nominal capital for a net market exposure of 100%. It is convenient to use 130/30 as a shorthand label for various implementations of this investment method.
The premise behind 130/30 and its cousins -from 120/20 to 200/100 -is that most institutional investment processes evaluate a broad range of investment opportunities. If client portfolios are limited to long positions, any negative information the manager accumulates is used only to exclude unattractive positions from portfolios. The long only manager cannot weight an unattractive position at less than zero. Consequently, clients do not get the full benefit of all the manager's research because the long only manager cannot take a short position.
The theoretical grounding for 130/30 portfolios and calculations describing how the underlying investment process can add value by leveraging longs and using information now "wasted" to select short positions is well developed in a number of the references listed at the end of this paper.
1 Both theoretical models and empirical studies of 130/30 portfolios that have been in operation for a few years provide ample support for the notion that this long-short structure is a better way for many investment managers and their clients to approach equity investment.
The purpose of the references is to provide an accessible reading list for portfolio managers and their clients who want to understand some of the nuances of 130/30 portfolios. One paper in particular, Jacobs and Levy (2007a) , provides insights on a number of 130/30 issues not addressed here. The specific purpose of the present paper is to describe how a conservative portfolio manager with little or no experience in short selling can use the sector evaluations from her firm's investment process to add alpha with short positions in exchange-traded funds (ETFs).
There are a number of reasons an investment manager might use sector
ETFs rather than individual stocks as the short components in an initial 130/30 product offered to clients. Some portfolio managers do not welcome the additional flexibility of a 130/30 model because they are not used to evaluating the risks and rewards of the short side of investing.
Viscerally, managers may overestimate upside risks or simply be uncomfortable with upside company specific risks. From an operations perspective, a long only manager is used to looking at cash balances and trade management in ways that may not be fully compatible with an integrated long short portfolio. Probably the single most important objection likely to be raised to integrated long-short portfolio management is that the manager's investment process information is not organized to support the analysis and risk management of short positions in individual stocks. For example, there may be no buy back discipline for short positions that is comparable to the firm's sell discipline for long positions.
These are all valid concerns for some managers, but it is possible for an investment organization to approach short selling in an incremental way, even if a firm has not organized the collection and integration of negative company information into its security selection and risk management systems. Most large investment organizations have well-developed policies on the relative attractiveness of various market segments including large-cap versus small-cap, value versus growth and, most significantly for present purposes, the relative attractiveness of various market sectors.
The literature on effective integration of short selling into long/short portfolios focuses on the value of the information available from the investment process -the breadth and accuracy of that information, and its expected impact on portfolio performance. The basic principles, highly simplified here, but developed in full mathematical glory in Grinold and Kahn (2000a, 2000b) , shows the range of typical performance differences that can be achieved in some common ways of segmenting active management choices.
Exhibit 1 -Return Dispersion for Selected Active Management Choices
As intuition suggests, individual stock selection has the greatest potential to add value, but the difference in performance among various domestic sectors is a relatively close second. When the dispersion in sector performances is combined with some advantages of using exchangetraded funds to implement short sector positions, the use of sector ETFs to establish the short side of a 130/30 position can be a compelling choice for investment managers unprepared for fully-integrated longshort stock portfolios. Some sector ETFs are easy to trade, easy to borrow and easy to integrate as the short side of a long-short portfolio.
Why Now?
Investor and investment manager interest in 130/30 portfolios is partly a response to the popularity of hedge funds. products that can generate more revenue and better client performance with modest incremental operating costs.
Why Use Sector ETFs?
As the balance of this paper will demonstrate, at least one ETF in each of a number of U.S. domestic sectors offers unique opportunities for efficient implementation of short positions without concern for some of the risks often associated with short selling:
(1) For institutional size accounts, borrowing sector ETF shares to sell short is simple and low in cost.
(2) The possibility of a short squeeze or a surprise increase in securities borrowing costs is extraordinarily small. 
Short Selling Operations
A detailed plan for implementing a 130/30 program with sector ETFs as the short side is outside the scope of this paper, but a few comments are appropriate. Depending largely on the custody options open to a specific institutional client, either a prime brokerage account or a traditional margin account will be used. The principal operating issue in the use of sector ETFs for short selling is the ease and cost of borrowing the necessary ETF shares. One of the greatest misunderstandings in ETF short selling is that ETF shares are often said to be difficult to borrow.
It is true that a small investor who wants to sell short a few hundred or a few thousand shares of an ETF will frequently be told by a broker that the shares are hard to borrow. It is also true that if a large investor asks about borrowing 100,000 ETF shares, the answer will nearly always be that the shares are available for prompt delivery against a short sale.
What is going on here?
The answer is simple. Securities borrowing and lending is a laborintensive process by securities industry standards and a small stock loan transaction is rarely worth a broker's effort. However, exchange-traded fund shares can be created in nearly unlimited quantities. Market makers in ETFs will readily create shares in most ETFs for the express purpose of lending the shares. If shares must be created to lend, the cost of borrowing them may be slightly greater than the general collateral rate that would apply to the loan of an S&P 500 component stock. Any added cost to borrow shares in an ETF will be a function of the effect of the fund expense ratio on the securities lender's costs. Rates may vary, depending on the natural availability of shares to lend in a specific ETF. Other than the noted effect of the expense ratio if shares must be created to lend, ETF shares are neither hard nor expensive to borrow.
Which Sector ETFs?
In the paragraphs and tables that follow, we examine ETFs in eleven 
Sector ETF Data
An investment manager planning to use a sector fund as the short side of A few general comments on interpreting this data may be useful, using In the Energy Sector (Exhibit 5), the sector most significantly affected by the absence of RIC compliance in the iShares and Vanguard indexes, we find, not surprisingly, the greatest volume and the largest assets in the Sector SPDR Energy fund. At times in recent years, the short interest and the total assets in the Energy Sector SPDR have fluctuated dramatically as traders have used the shares as a convenient energy sector proxy.
The nearly 6 billion shares traded in 2006 (about 23 million shares on an average day) illustrates the liquidity in these shares. The Real Estate Sector (Exhibit 13) is not a sector in the same GICS categorical sense as the other sectors. The real estate investment trusts are included in the Financial Sector under the GICS sector attributions.
Consequently, the companies in the REIT funds and their underlying indexes will, to the extent they qualify for the respective financial sector indexes, be held by the Financial Sector ETFs as well as by the REIT funds.
It is interesting to see that in the absence of a Sector SPDR, there is still a dominant fund in terms of both trading volume and short interest. In this case, the dominant trading and shorting fund is the iShares Dow 
Transaction Costs Transaction Costs
All securities transfers are priced at net asset value CBA = Cash Balancing Amount
The cost of entering and leaving a fund varies, depending on the level of fund share trading activity and the nature of the securities in the fund's portfolio. For example, the cost of trading in small-cap stocks can be much greater than the cost of trading in large-cap stocks. The bids and offers for an ETF's shares will generally reflect the costs of creation or redemption, as appropriate. For more on creation and redemption, see Gastineau (2001) , Gastineau (2002) , pp. 62 -72 or the prospectus or Statement of Additional Information (SAI) for the relevant ETF.
